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Sam Y. cmss 

Mr. chainmn: 

since tte Ncntanber 17 meei5-q of the canittee,the dollar 

exchange rate has been subject to  min influences-interest rates 

ard Poland. Although there were sharp ard frequent m e rate 

changes during t k  mid, the rates today are not greatly different 

fran those five weeks ago-the dollar is me or tw percent higher against 

the E i u w  currencies, and about two percent lower against the Japanese 

yen, which has stzengtl-m~da b i t  relative to  all currencies. 

Thraagh lateNovder, as U.S. interest rates declined, 

and intaest differentials favoring the dollar narrowed Substantiallyr 

the dollar shared rrarch resiliency in the exchange rmrkets. Sum 

for the dollar emerged a t  key @nts--such as LM 2.20 against the mark-

as am-ercial interests and d l e r  central banks h g h t  dollars a t  what 

they regarded as favorable rates. Partly th is  resiliency reflected 

the mket's assessmnt that the &mans w e r e  canfortable with a tradjng 

range for the dollar of DM 2.20 to 2.25 or so. Also, the bcaad ra l ly  in 

the United States was attmctmg foreign investors.' 

Subsequwtly, begjnning abut the end of W&er, t h a e  was a 

r a w  of the view that the wakening mauywould lead to further marked 

declines in U.S. interest rates i n  the near future. The F e d e d  &we 

was perceived as mwing cautiously i n  its steps tD reduce discount rate and to 

supply bank liquidity. A t  the saw the, it was noted that corpsrate 



- financing needs remind w e ,  the F e d d  gWetmEnt'S require­

mt was revised u p a d ,  and that the xmrew aggrqates had rqis tered 

sweral large increases. As short-tennard lq-tenn U.S. interest rates 

turned slightly high= during Decars3er and, in fact, interest rate dif­

fetentidlsm e d  m e  favorably for the dollar, the dollar advanced in 

the exchange m k e t s .  

~ u tthese exchange rate mmts w e r e  relatively e s t  i n  

c u p x i s o n  to tbse  that oxurred after the declaration of xrartml* l a w  

in Poland. Lzst Monday, beyinning in Hong Kcuq, intense bidding plshea 

the dollar up t o  4 224.50 and DM 2.36-1/2, a rise of 2 mt agbiwt 

the yen d 4 percent against the m k  fmnthe previcms trading day. 

But then the turned abruptly, in respanse to ~eanptand 

sizable intementim by k&pcentral banks in their markets, and Fofi t ­

t & h g  by mrket participants. Thus, the dollar had already Iloved sub­
.. 

s t a n t i d y  off its peaks as the New York Wrday trading session began. 

BY midaDrning here, the dollar was back h n  to IM 2.28, close to the 

level prevailing before t k  polish actim. The Federal Reseme did not 

intenens &ring that perid. We were autbrized to int- if necessary, 

but with the pressures subsiding and the mket aning back irrto better 

balan~e,no action was taken. It was a day of extraordinary volat i l i ty  

in the e~changerrarket, w i t h  the dollar nwing over a range of M a r l y  1000 

pints. since lastmday, trading d t i m  have remained unsettled, 

as participants continued to be correrned a b u t  Fedand and other plitical 

ulcertanties, a t  a tire when markets are espxially t h b  because of the* 

year end ard the desire of mqnratims as w e l l  as banks to square their tacks. 

I sbuld also infonn the camrittee that the renewal of w reciprae 

swap netwSk is pzeedmg and w i l l  be cmpletd before the end of the mth.* 
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REPORT ON OPEN 
MARKET OPERATIONS 

Mr. Sternlight made the following statement: 


Trading Desk operations since the November meeting 

have been conducted against a background of increased monetary 

growth, a moderate upturn in interest rates after the earlier 

shazp declines, and a large seasonal need for reserves. While 

money growth somewhat exceeded path growth rates, this was 

reflected only to a modest extent in an enlarged borrowing 

gap to be met at the discount window. This was consistent 

with the Committee's reluctance to see borrowing move much 

above the initially preferred $400 million level. Thus, in 

reviewing the paths from week to week, allowance was made for 

the lower-than-expected borrowing of around $200 million in 

the first two weeks of the period. And just last Friday, 

when a strict arithmetical working through of the reserve 

data would have produced a nonborrowed reserve target for 

this week implying borrowing of more than $700 million, the 

nonborrowed target was set at a level associated with about 

$500 million of borrowing--roughly the same level as anticf­

pated the previous week. 

For the full five-week period, the slightly stronger 

than path MlB, and more considerably stronger M2, have led to 

a demand for total reserves roughly $100 million above path. 

In the ideal scheme of things, this should have led to average 

borrowing of about $500 million for the period, but as noted 
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borrowing was lower than expected, especially in the first 


couple of weeks and at this point it looks like it could 


average about $350 million for the five weeks. Thus while 


in one sense, it could be said that we overprovided non-


borrowed reserves by some $150 million, if one measures 


results against objectives as modified over the course of 


the interval then nonborrowed reserves are turning out close 


to path. 

The tendency for borrowing to fall short of anti­

cipated levels seemed to result partly from a view among 

market participants that the System expected only frictional 

levels of Sorrowing with Federal funds likely to trade, if 

anything, a little below the discount rate. Thus, there was 

reluctance to use the window or pay up much above the discount 

rate for funds. While one might have expected the accumulated 

- reserve deficiencies to catch up with the banks as reserve 

weeks drew to a close, this did not always happen because 

of reserve misses late in the week. And even when settlement 

day borrowing did bulge, as on Lkcember 9, there was some 

tendency for market participants to regard this as an aberration. 

Thus in the first two weeks of the period, funds 

traded around 12 1/2 percent, somewhat under the then 13 per-

cent discount rate, and below the "13 plus" funds rate at the 
' time of the November meeting. Following the December 3 cut 


in the discount rate to 12 percent, funds traded for several 


days a bit under 12, although the weekly average for the 
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December 9 week was a hair over 12 because of a firming on 


the final day. For the past week or so, funds have traded 

mainly a little over the 12 percent discount rate, as ex­


pectations about the rate were modified, although some 


participants still cling to the view that funds "ought to be" 


below the discount rate and are held up by temporary influences. 

The System made substantial purchases of securities 

during the past five weeks, chiefly to offset the reserve 

absorption from seasonal increases in currency in circulation. 

Outright purchases since the lakt meeting total about $ 3 . 8  

billion, using up most of the temporary enlargement in the 

usual leeway voted by the Committee. The purchases included 

about $2.6 billion in Treasury bills, about evenly divided 

between purchases in the market and from foreign accounts, 

Some $700 million of Treasury coupon issues and about $500 

million of Federal agency issues. As the reverse seasonal 

movement sets in during January, we expect to undertake 

substantial sales and/or redemptions. 

Incidentally, for the full year that is now drawing 


to a close, the System's outright holdings are up about $8.3  

billion, including $5.3  billion in bills, $2.6 billion in 

Treasury coupons.and $400 million in agencies. 

In supplementing outright purchases with temporary 

reserve adjustments during the recent period, the Desk 

frequently passed through a portion of the foreign account 

repurchase orders to the market on a day-by-day basis. 



-4-

This was done in order to feel reserves out gradually, to 


avoid meeting needs too much ahead of time; we hoped in 


this way to encourage the expected amounts of discount window 


borrowing with somewhat mixed success. 


At the time of the last Committee meeting, the 


securities markets were in the midst of a strong rally, based 


essentially on the evidence of a weakening economy and slow 


money growth. The rally continued for a,fewmore days after 


the meeting but then gave way to a period of retrenchment 


as disappointment set in that day-to-day money rates did not 


drop still lower and even turned up, while more robust growth 


in money aggregates resumed. 
 Estimates of larger Federal 


Although many market
deficits were also a sobering influence. 


participants do not quite believe the huge deficit estimates 


that surfaced in Washington in early December, my impression 


at this time is that most analysts expect-a fiscal 1982 


deficit in the $80-90 billion range, while some are in the 


90s and still fewer are in the $100 billion or more camp. 


The back-up in market rates proceeded unevenly, with sizable 


declines posted on occasion in response to the continuing 


flow of bearish news on the economy. 


In the Treasury bill area, r-atesrose a net Of 

about 4 0  to 95 basis points over the interval. The Treasury 

raised about $10 billion of new cash in this area, roughly 

half of it through cash management bills and half in regular 
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weekly and monthly auc t ions .  Three-and six-month b i l l s  

were auctioned today a t  about 11.05 and 11.85 p e r c e n t ,  

compared with 10 .69  and 10.97 pe rcen t  j u s t  be fo re  t h e  

l a s t  meeting. 

Meantime, t h e  Treasury a l s o  r a i s e d  n e a r l y  $5 

b i l l i o n  i n  t h e  coupon market. Rates on s h o r t  and i n t e r -

mediate coupon i s s u e s  were up about 3/4 to  1 1 / 4  percentage  

po in t  while a t  t he  longer end t h e  n e t  r a t e  rise was about  

3/8 - 1 /2  percentage po in t .  This  reversed o n l y  a modest 

f r a c t i o n  of t h e  rate d e c l i n e  posted e a r l i e r  i n  t h e  autumn. 

Corporate y i e l d s  were also up over t h e  r e c e n t  

i n t e r v a l  as  t h e  marke t  labored t o  d i g e s t  a huge. volume of 

new i s s u e s  a t t r a c t e d  by t h e  earlier rate d e c l i n e .  New 

issuance has  slowed now, bo th  because of t h e  ra te  back-up 

and the  hol idays ,  b u t  a b ig  backlog of d e s i r e d  m e d i u m  and 

long-term o f f e r i n g s  remains. Tax-exempt y i e l d s  have also 

backed up i n  r e c e n t  weeks, weighed down by heavy new 

issuance, and i n  f a c t  c u r r e n t  y i e l d s  i n  t h i s  sector are 

n o t  much below t h e  earlier peaks. 

The p r e s e n t  atmosphere i n  t h e  f i n a n c i a l  markets,  

it seems to  m e ,  is one of p a r t i c u l a r  u n c e r t a i n t y  and i n -

dec is ion .  There i s  some f e e l i n g  t h a t  con t inu ing  recession 

should be reflected i n  fresh rate  d e c l i n e s  w i t h  t h e  r e c e n t  

back-up j u s t  a temporary h i a t u s .  But t h e  view is n o t  

s t rongly  held,  and there i s  a t  t h e  same t i m e  a viewpoint  

t h a t  any f u r t h e r  r a l l y  would be modest and s h o r t - l i v e d ,  
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soon t o  be overcome by heavy Treasury demands, co rpora t e  

d e b t  r e s t r u c t u r i n g  demands, and l a t e r  on by demands a s s o c i a t e d  

wi th  a b u s i n e s s  upturn.  

Mr. Chairman, I a lso have a recommendation t o  make-­

namely t h a t  t h e  leeway t o  change holdings i n  t h e  System Account 

be l e f t  a t  t h e  $ 4  b i l l i o n  level up t o  t h e  time of t h e  nex t  

meeting, as  our  projections make it look as though w e ' l l  need 

t o  absorb  roughly  $3 b i l l i o n  of reserves d u r i n g  January.  



James L .  K i c h l i n e  
December  21, 1 9 8 1  

FOMC B R I E F I N G  

S i n c e  t h e  l a s t  m e e t i n g  o f  t h e  C o m m i t t e e ,  i n f o r m a t i o n  

o n  e c o n o m i c  a c t i v i t y  h a s  c o n t i n u e d  t o  i n d i c a t e  a b r o a d l y  b a s e d  

c o n t r a c t i o n  i s  i n  

l i n e  w i t h  t h e  s t a  

a r e a s - - e s p e c i a l l y  

h a v e  d e t e r i o r a t e d  

l e d  u s  t o  r e v i s e  

q u a r t e r  t o  a d r o p  

p r o c e s s .  Much o f  t h e  w e a k n e s s  h a s  b e e n  i n  

f ' s  e x p e c t a t i o n s ,  a l t h o u g h  t h e r e  a r e  a f ew 

b u s i n e s s  f i x e d  i n v e s t m e n t  s p e n d i n g - - w h i c h  

s o m e w h a t  m o r e  t h a n  a n t i c i p a t e d ,  a n d  t h i s  h a s  

o w n w a r d  p r o j e c t e d  r e a l  G N P  f o r  t h e  c u r r e n t  

o f  5 4  p e r c e n t  a t  a n  a n n u a l  r a t e .  O t h e r w i s e ,  

t h e r e  i s  r e l a t i v e l y  l i t t l e  c h a n g e  i n  t h e  s t a f f ' s  f o r e c a s t ;  we 

s t i l l  a n t i c i p a t e  a t u r n a r o u n d  i n  a c t i v i t y  e a r l y  n e x t  y e a r  w i t h  

f i n a n c i a l  c o n s t r a i n t s  w o r k i n g  t o  m o d e r a t e  t h e  p a c e  o f  t h e  

r e c o v e r y  l a t e r  on i n  1 9 8 2 .  A t  t h e  same t i m e ,  a f u r t h e r  d e c e l e r a ­

t i o n  i n  t h e  r a t e  o f  i n c r e a s e  o f  w a g e s  a n d  p r i c e s  i s  e x p e c t e d .  

H i g h l y  v i s i b l e  i n d i c a t i o n s  o f  t h e  w e a k n e s s  i n  a c t i v i t y  

a p p e a r  i n  t h e  r e p o r t s  on  l a b o r  m a r k e t s  a n d  i n d u s t r i a l  o u t p u t .  

T h e  u n e m p l o y m e n t  r a t e  r o s e  0 . 4  p e r c e n t a g e  p o i n t  f u r t h e r  l a s t  

m o n t h  t o  8,.4 p e r c e n t .  Much o f  t h e  r i s e  i n  u n e m p l o y m e n t  o n c e  

a g a i n  was a c c o u n t e d  f o r  b y  w o r k e r s  who l o s t  t h e i r  l a s t  j o b  a n d  

s u r e l y  t h e s e  w i l l  r i s e  f u r t h e r  i n  t h e  D e c e m b e r  l a b o r  m a r k e t  

r e p o r t  g i v e n  c u r t a i l e d  p r o d u c t i o n  s c h e d u l e s  a n d  p l a n t  c l o s i n g s .  

I n d u s t r i a l  p r o d u c t i o n  i n  N o v e m b e r  f e l l  2 . 1  p e r c e n t ,  

t h e  t h i r d  c o n s e c u t i v e ,  s i z a b l e ,  m o n t h l y  d e c l i n e .  A l l  m a j o r  

c a t e g o r i e s  o f  m a t e r i a l s  a n d  p r o d u c t s  r e g i s t e r e d  w e a k n e s s  e x c e p t  
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t h e  d e f e n s e  a n d  s p a c e  p r o d u c t s  g r o u p i n g .  T h e  r e c e n t  d r o p s  i n  

o u t p u t  h a v e  r e s u l t e d  i n  a d e c l i n e  i n  t h e  m a n u f a c t u r i n g  c a p a c i t y  

u t i l i z a t i o n  r a t e  t o  a b o u t  7 5  p e r c e n t ,  t h e  l o w  r e a c h e d  i n  t h e  

m i d d l e  o f  l a s t  y e a r .  

T h e ; o u t p u t  r e d u c t  o n s  r e f l e c t  e f f o r t s  b y  manu a c t u r e r s  

a n d  r e t a i l e r s  t o  c u t  b a c k  t h e i r  i n v e n t o r i e s  w h i c h  h a d  g r o w n  r a p i d l y  

d u r i n g  t h e  t h i r d  q u a r t e r  a s  f i n a l  s a l e s  r e m a i n e d  w e a k .  I n  O c t o b e r ,  

t h e  l a t e s t  d a t a  a v a i l a b l e ,  i n v e n t o r y  a c c u m u l a t i o n  s l o w e d  o n l y  

a l i t t l e ,  a n d  t h e  s i t u a t i o n  i n  t h e  t r a d e  s e c t o r s - - e s p e c i a l l y  g e n e r a l  

m e r c h a n d i s e r s - - a p p e a r s  t o  h a v e  d e t e r i o r a t e d .  F o r  t h e  r e t a i l  

t r a d e  g r o u p  t h e  C h r i s t m a s  s a l e s  e x p e r i e n c e  o b v i o u s l y  w i l l  b e  

a k e y  i n  d e t e r m i n i n g  t h e i r  s t a t u s ,  b u t  i t ' s  t o o  e a r l y  t o  t e l l  

w i t h  a n y  d e g r e e  o f  c e r t a i n t y  how t h e y  h a v e  b e e n  f a r i n g .  N e v e r ­

t h e l e s s ,  w h a t  we d o  k n o w  a b o u t  f i n a l  s a l e s  a n d  p r o d u c t i o n  t h i s  

q u a r t e r  s u g g e s t s  a r e d u c t i o n  i n  t h e  r a t e  o f  i n v e n t o r y  a c c u m u l a t i o n  

a n d  we e x p e c t  t h e  a d j u s t m e n t  o f  i n v e n t o r i e s  t o  c o n t i n u e  n e x t  

q u a r t e r .  I f  f i n a l  s a l e s  t u r n e d  o u t  t o  b e  a p p r e c i a b l y  w e a k e r  

t h a n  f o r e c a s t e d ,  t h e r e  o f  c o u r s e  w o u l d  t e n d  t o  b e  a d e e p e r  

a n d  p e r h a p s  m o r e  p r o t r a c t e d  d r o p  o f  o u t p u t  i n  p r o s p e c t  t o  b r i n g  

i n v e n t o r i e s  down  t o  l e v e l s  b u s i n e s s e s  v i e w e d  a s  d e s i r a b l e .  As 

o f  now,  h o w e v e r ,  t h a t  d o e s  n o t  seem t h e  b e s t  b e t .  

I n  b o t h  t h e  a u t o  a n d  h o u s i n g  s e c t o r s  t h e r e  a r e  s i g n s  

we a r e  n e a r  o r  a t  t h e  b o t t o m  O f  a c t i v i t y .  A u t o  s d l e s  r e m a i n  

d e ? r e s s e d p  a l t h o u g h  t h e y  d o  n o t  seem t o  b e  s i n k i n g  f u r t h e r  

s i n c e  s a l e s  f o r  d o m e s t i c  p r o d u c e r s  h a v e  h e l d  a t  a r a t e  s o m e w h a t  
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a b o v e  5 m i l l i o n  u n i t s  a n n u a l l y  f r o m  O c t o b e r  t h r o u g h  e a r l y  

D e c e m b e r .  P r o d u c t i o n  i s  r u n n i n g  b e l o w  s a l e s  a n d  f i r s t - q u a r t e r  

s c h e d u l e s  show v e r y  l i t t l e  p l a n n e d  i n c r e a s e s .  I n  t h e  h o u s i n g  

s e c t o r  s t a r t s  l a s t  m o n t h  d i d n ' t  f a l l  f u r t h e r  a n d  t h e  r e d u c t i o n  

i n  m o r t g a g e  c o m m i t m e n t  r a t e s  s h o u l d  a t  t h e  m a r g i n  p r o v i d e  a 

b i t  o f  a n  i n c e n t i v e  t o  h i g h e r  s t a r t s  a n d  s a l e s  v o l u m e .  The  

f o r e c a s t ,  h o w e v e r ,  m a i n t a i n s  a m e a g e r  r e c o v e r y  p a t t e r n ,  w h i c h  

i s  a r e f l e c t i o n  p r i n c i p a l l y  o f  t h e  f a i r l y  h i g h  m o r t g a g e  r a t e s  

t h o u g h t  l i k e l y  t o  p r e v a i l  n e x t  y e a r .  

C o n s u m e r  s p e n d i n g  o u t s i d e  t h e  a u t o  s e c t o r  r o s e  a 

b i t  i n  N o v e m b e r  f o l l o w i n g  a l a r g e  d r o p  i n  t h e  p r e c e d i n g  

m o n t h .  C o n s u m e r s  h a v e  b e e n  c a u t i o u s  i n  t h e i r  b o r r o w ­

i n g  a n d  s p e n d i n g  p a t t e r n s ,  a n d  t h e  p e r s o n a l  s a v i n g  r a t e  t h i s  

q u a r t e r  seems t o  b e  r u n n i n g  a r o u n d  6 p e r c e n t - - u p  n e a r l y  a p e r c e n t a g e  

p o i n t  f r o m  l a s t  q u a r t e r .  We h a v e  a s s u m e d  r e t a i l  s a l e s  w i l l  

show s m a l l  i n c r e a s e s  i n  n o m i n a l  t e r m s  t h i s  m o n t h  a n d  e a r l y  n e x t  

y e a r ,  b u t  t h i s  r e m a i n s  a n  a r e a  o f  u n c e r t a i n t y .  

An a r e a  o f  g r e a t e r  u n c e r t a i n t y  a n d  o n e  w i t h  c l e a r  down-

s i d e  r i s k s  i s  b u s i n e s s  f i x e d  i n v e s t m e n t .  I n  b o t h  S e p t e m b e r  

a n d  O c t o b e r  new o r d e r s  f o r  n o n d e f e n s e  c a p i t a l  g o o d s  P l u n g e d  

a n d  a c t u a l  s h i p m e n t s  i n  O c t o b e r  w e r e  s u r p r i s i n g l y  w e a k .  N o n -

r e s i d e n t i a l  c o n s t r u c t i o n  a c t i v i t y  h a s  shown n o  c l e a r  t r e n d  b u t  

i f  a n y t h i n g  seems t o  b e  m o v i n g  l o w e r .  A s  a r e s u l t ,  we h a v e  r e v i s e d  

b u s i n e s s  i n v e s t m e n t  s p e n d i n g  d o w n w a r d  f o r  t h e  c u r r e n t  a n d  s u b s e q u e n t  

q u a r t e r s ,  a l t h o u g h  t h e  f o r e c a s t  s t i l l  r e p r e s e n t s  a m i l d  c y c l i c a l  

p e r f o r m a n c e  c o m p a r e d  w i t h  p a s t  r e c e s s i o n s .  T h e  f o r e c a s t  a t t e m p t s  

t o  a l l o w  f o r  t h e  f a c t  t h a t  t h e r e  a l r e a d y  h a v e  b e e n  h u g e  a d j u s t m e n t s  
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i n  t r a n s p o r t a t i o n  a n d  f a r m  e q u i p m e n t  w h i c h  i s  p r o b a b l y  now l a r g e l y  

b e h i n d  u s ,  a n d  t h a t  t h e  e n e r g y  a n d  d e f e n s e  s e c t o r s  seem l i k e l y  

t o  b e  s u p p o r t i v e  o f  i n v e s t m e n t  s p e n d i n g .  E v e n  s o  t h e  r e c e n t  

i n f o r m a t i o n  i s  d i s c o n c e r t i n g ,  a n d  i f  we a r e  s e e i n g  t h e  e f f e c t s  

o f  a m a j o r  d e t e r i o r a t i o n  o f  b u s i n e s s  c o n f i d e n c e  t h e n  i n v e s t m e n t  

s p e n d i n g  w i l l  p r o b a b l y  move a p p r e c i a b l y  l o w e r .  

F i n a l l y ,  t h e  a v a i l a b l e  d a t a  o n  p r i c e s  a n d  w a g e s  seem 

t o  b e  c o m i n g  i n  a b o u t  a s  e x p e c t e d  o r  p e r h a p s  a l i t t l e  b e t t e r .  

I n  p a r t i c u l a r ,  f o o d  p r i c e s  c o n t i n u e  t o  r i s e  l e s s  t h a n  we e x p e c t e d  

a n d  g o o d s  p r i c e s  on a v e r a g e  h a v e  shown i m p r o v e d  p e r f o r m a n c e  

g i v e n  w e a k e r  m a r k e t s .  P r i c e s  o f  s e r v i c e s  g e n e r a l l y  h a v e  c o n t i n u e d  

t o  r i s e  r a p i d l y ,  a l t h o u g h  t h e y  t y p i c a l l y  l a g  a n d  s h o u l d  p r o v e  

r e s p o n s i v e  t o  s m a l l e r  wage  g a i n s  w h i c h  a r e  p r o j e c t e d  n e x t  y e a r .  



FOMC Br ie f ing  
S.  H. Axilrod 
December 22,  1981 

As the  Committee wel l  knows, s e t t i n g  longer-run monetary t a r g e t s  

i s  p a r t i c u l a r l y  d i f f i c u l t  i n  a per iod,  such a s  the present ,  during which 

innovations and regula tory  changes a r e  a l t e r i n g  f i n a n c i a l  technology, 

s e rv i ces ,  and markets and leading t o  changes i n  the way the  publ ic  manages 

i t s  money and o the r  a s s e t s .  Many of the i s sues  r a i sed  were discussed, per-

haps i n  an a l l  too compressed fashion,  i n  the  b lue  book sec t ion  present ing 

cons idera t ions  germaine t o  the  C o m i t t e e ' s  preliminary review today of next 

year ' s  longer-run t a rge t s .  The sense of uncer ta in ty  i n  t h a t  d i scuss ion  

might be sa id  t o  r e f l e c t  the apparent a t  l e a s t  p a r t i a l  breakdown of 

h i s t o r i c a l  r e l a t ionsh ips  between money and o ther  key economic var iab les  

during t h i s  t r a n s i t i o n  period t o  new f i n a n c i a l  se rv ices .  From t h e  view-

poin t  of the Committee, th is  uncer ta in ty  tends t o  argue, among o ther  th ings ,  

f o r  maintaining t h e  width of ranges a t  t h e  th ree  po in t s  t h a t  had already 

been t e n t a t i v e l y  decided. While a case i n  t h e  a b s t r a c t  might even be made 

f o r  a s l i g h t  widening would indeed tend t o  reduce the  c r e d i b i l i t y  of the 

ranges a s  an ind ica t ion  of  System in ten t ions .  C r e d i b i l i t y  i s  a c r i t i c a l  

po in t  s ince  a l a rge  p a r t  of t h e  e f f ec t iveness  of t he  present  pol icy 

approach i n  curbing i n f l a t i o n  depends on i t s  e f f e c t  on t h e  publ ic 's  

a t t i t u d e  toward i n f l a t i o n .  

The cont inuing s t r eng th  of  i n f l a t i o n a r y  psychology, though 

showing some signs of l e t t i n g  up, together  with the  r e l a t e d  worry about 

whether or not  the upcoming enlarged budgetary d e f i c i t  w i l l  be  financed 

out  of  newly c rea ted  money a r e  f a c t o r s  t h a t  suggest t he  need t o  avoid 

ind ica t ions  of a weakening i n  the  System's resolve t o  curb i n f l a t i o n  

over time and thus argue aga ins t  upward adjustments i n  t h e  monetary ranges 
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next year from those set in 1981. And if a sense of progress in controlling 


inflation is to be retained, there would also be an argument for a lower M1 


range, as was in fact tentatively set for 1982 by the Committee last July. 


The tentative M1 range does, of course, call for more rapid money 


growth in 1982 than actually developed in 1981 on a QIV to QIV basis 


(though I might add, not necessarily a more rapid growth on a year-over-


year basis). Some acceleration should be understood by the market as 


representing a return to somewhat more normal conditions, following the 


large downward shift in demand for narrow money this year. A basic problem, 


however, is that the public's demand for narrow money (given the Committee 


may view as a desirable economic performance) could, not implausibly, be 


either greater than the upper end of the range or even below the lower end 


of the tentative range for 1981. It could be above the upper end if demands 


for goods and services were so weak that it took substantially lower interest 


rates than the staff is projecting to encourage economic recovery and if 


these lower rates were associated with a stronger performance of NOW 


accounts or by a return to historical relationships among money, income, 


and interest rates. On the other hand, it could be below the lower end 


if the shift away from narrow money were as great as it apparently was in 


1981. We are not assuming that it will be so great in our economic 


projections; nor is that result suggested by econometric methods that 


were reasonably successful, it turns out, in suggesting the dimensions 


of this year's shift. 


The 25 to 55 percent range does allow some scope for both 

the low and high risks. A decision to alter the range would depend in 

part on whether the Cornittee judges the balance of risk to be adequately 
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allowed f o r ,  given the  need not only t o  continue a process t h a t  curbs 

i n f l a t i o n  but a l so  t o  encourage economic recovery. 

The broader aggregates from one perspect ive provide a hedge aga ins t  

unant ic ipated behavior of M l .  But they a r e  a l s o  subjec t  t o  t h e i r  own 

unce r t a in t i e s .  There may be increased demand f o r  a s s e t s  included i n  them 

r e l a t i v e  t o  market instruments i n  response t o  regulatory changes and f i n a n c i a l  

innovations.  This would tend t o  make broader Ms run higher than an t ic ipa ted ,  

as was the  case l a s t  year.  

A t  the  same time i t  needs t o  be recognized t h a t  the  behavior of 

the  broader a s s e t s  is  a f f ec t ed  by t h e  a b i l i t y  of depository i n s t i t i t i o n s  

now and of money market funds t o  o f f e r  re turns  t h a t  keep pace with market 

rates. This means t h a t  achieving a broad money t a r g e t  i n  t h e  face  of s h i f t s  

i n  demands f o r  goods and serv ices  w i l l  evoke r e l a t i v e l y  prompt i n t e r e s t  

r a t e  responses. That is an advantage f o r  a t t a i n i n g  an income goal if t h e  

economy can otherwise s tand t h e  i n t e r e s t  rate va r i a t ions .  However, i t  a l s o  

means t h a t  i f  the  wrong broad money t a r g e t  i s  chosen r e l a t i v e  t o  desired income, 

the  i n t e r e s t  rate movements w i l l  be more des t ab i l i z ing  than they otherwise would 

be. 

The FOMC'S t e n t a t i v e  ranges f o r  1982 f o r  the  broad Ms are unchanged 

from t h i s  year.  On balance, our projec t ions  would suggest l i t t l e  scope f o r  

reducing these ranges. If t h e  pro jec t ions  are r i g h t ,  there  is a reasonable 

chance of ac tua l  growth i n  the  broad M s  being within the  ranges next year,  

though i n  t h e  upper p a r t  a t  bes t .  S t i l l ,  t h i s  would mean t h a t  ac tua l  growth 

would dece le ra t e  next  year  from t h i s .  I f  t h a t  happened, i t  would represent  

a turn-around from t h e  tendency i n  recent years  f o r  measured growth t o  

acce le ra t e  o r  remain strong--a development probably g rea t ly  a f fec ted  by the  

impact of f i n a n c i a l  innovation and regulatory changes on demand f o r  broad 

money, given i n t e r e s t  rates. 




